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§25.2702-7

§25.2702-7 Effective dates.

Except as provided in this section,
§§25.2702-1 through 25.2702-6 apply as of
January 28, 1992. With respect to trans-
fers to which section 2702 applied made
prior to January 28, 1992, taxpayers
may rely on any reasonable interpreta-
tion of the statutory provisions. For
these purposes, the provisions of the
proposed regulations and the final reg-
ulations are considered a reasonable in-
terpretation of the statutory provi-
sions. The fourth through eighth sen-
tences of §25.2702-5(b)(1) and §25.2702—
5(c)(9) apply with respect to trusts cre-
ated after May 16, 1996. Section 25.2702—
2(a)(), the second and third sentences
of §25.2702-2(a)(6), §25.2702-3(d)(2), the
first two sentences of §25.2702-3(d)(4),
the last sentence of §25.2702-3(e), Exam-
ple 5, the last two sentences of §25.2702-
3(e), Example 6, and §25.2702-3(e), Exam-
ples 8 and 9, apply for trusts created on
or after July 26, 2004. However, the In-
ternal Revenue Service will not chal-
lenge any prior application of the
changes to Examples 5 and 6 in §25.2702—
3(e).

[T.D. 8395, 57 FR 4273, Feb. 4, 1992, as amend-
ed by T.D. 8743, 62 FR 66989, Dec. 23, 1997;
T.D. 9181, 70 FR 9224, Feb. 25, 2005]

§25.2703-1 Property subject to restric-
tive arrangements.

(a) Disregard of rights or restrictions—
(1) In general. For purposes of subtitle
B (relating to estate, gift, and genera-
tion-skipping transfer taxes), the value
of any property is determined without
regard to any right or restriction relat-
ing to the property.

(2) Right or restriction. For purposes of
this section, right or restriction
means—

(i) Any option, agreement, or other
right to acquire or use the property at
a price less than fair market value (de-
termined without regard to the option,
agreement, or right); or

(ii) Any restriction on the right to
sell or use the property.

(38) Agreements, etc. containing rights or
restrictions. A right or restriction may
be contained in a partnership agree-
ment, articles of incorporation, cor-
porate bylaws, a shareholders’ agree-
ment, or any other agreement. A right
or restriction may be implicit in the
capital structure of an entity.
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(4) Qualified easements. A perpetual
restriction on the use of real property
that qualified for a charitable deduc-
tion under either section 2522(d) or sec-
tion 2055(f) of the Internal Revenue
Code is not treated as a right or re-
striction.

(b) Exceptions—(1) In general. This
section does not apply to any right or
restriction satisfying the following
three requirements—

(i) The right or restriction is a bona
fide business arrangement;

(ii) The right or restriction is not a
device to transfer property to the nat-
ural objects of the transferor’s bounty
for less than full and adequate consid-
eration in money or money’s worth;
and

(iii) At the time the right or restric-
tion is created, the terms of the right
or restriction are comparable to simi-
lar arrangements entered into by per-
sons in an arm’s length transaction.

(2) Separate requirements. Each of the
three requirements described in para-
graph (b)(1) of this section must be
independently satisfied for a right or
restriction to meet this exception.
Thus, for example, the mere showing
that a right or restriction is a bona
fide business arrangement is not suffi-
cient to establish that the right or re-
striction is not a device to transfer
property for less than full and adequate
consideration.

(3) Ezxception for certain rights or re-
strictions. A right or restriction is con-
sidered to meet each of the three re-
quirements described in paragraph
(b)(1) of this section if more than 50
percent by value of the property sub-
ject to the right or restriction is owned
directly or indirectly (within the
meaning of §25.2701-6) by individuals
who are not members of the trans-
feror’s family. In order to meet this ex-
ception, the property owned by those
individuals must be subject to the
right or restriction to the same extent
as the property owned by the trans-
feror. For purposes of this section,
members of the transferor’s family in-
clude the persons described in §25.2701-
2(b)(5) and any other individual who is
a natural object of the transferor’s
bounty. Any property held by a mem-
ber of the transferor’s family under the
rules of §25.2701-6 (without regard to
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§25.2701-6(a)(b)) is treated as held only
by a member of the transferor’s family.

4) Similar arrangement—(@i) In general.
A right or restriction is treated as
comparable to similar arrangements
entered into by persons in an arm’s
length transaction if the right or re-
striction is one that could have been
obtained in a fair bargain among unre-
lated parties in the same business deal-
ing with each other at arm’s length. A
right or restriction is considered a fair
bargain among unrelated parties in the
same business if it conforms with the
general practice of unrelated parties
under negotiated agreements in the
same business. This determination gen-
erally will entail consideration of such
factors as the expected term of the
agreement, the current fair market
value of the property, anticipated
changes in value during the term of the
arrangement, and the adequacy of any
consideration given in exchange for the
rights granted.

(i1) Ewvidence of general business prac-
tice. Evidence of general business prac-
tice is not met by showing isolated
comparables. If more than one valu-
ation method is commonly used in a
business, a right or restriction does not
fail to evidence general business prac-
tice merely because it uses only one of
the recognized methods. It is not nec-
essary that the terms of a right or re-
striction parallel the terms of any par-
ticular agreement. If comparables are
difficult to find because the business is
unique, comparables from similar busi-
nesses may be used.

(5) Multiple rights or restrictions. If
property is subject to more than one
right or restriction described in para-
graph (a)(2) of this section, the failure
of a right or restriction to satisfy the
requirements of paragraph (b)(1) of this
section does not cause any other right
or restriction to fail to satisfy those
requirements if the right or restriction
otherwise meets those requirements.
Whether separate provisions are sepa-
rate rights or restrictions, or are inte-
gral parts of a single right or restric-
tion, depends on all the facts and cir-
cumstances.

(c) Substantial modification of a right
or restriction—(1) In general. A right or
restriction that is substantially modi-
fied is treated as a right or restriction

§25.2703-1

created on the date of the modifica-
tion. Any discretionary modification of
a right or restriction, whether or not
authorized by the terms of the agree-
ment, that results in other than a de
minimis change to the quality, value, or
timing of the rights of any party with
respect to property that is subject to
the right or restriction is a substantial
modification. If the terms of the right
or restriction require periodic updat-
ing, the failure to update is presumed
to substantially modify the right or re-
striction unless it can be shown that
updating would not have resulted in a
substantial modification. The addition
of any family member as a party to a
right or restriction (including by rea-
son of a transfer of property that sub-
jects the transferee family member to
a right or restriction with respect to
the transferred property) is considered
a substantial modification unless the
addition is mandatory under the terms
of the right or restriction or the added
family member is assigned to a genera-
tion (determined under the rules of sec-
tion 2651 of the Internal Revenue Code)
no lower than the lowest generation
occupied by individuals already party
to the right or restriction).

(2) Exceptions. A substantial modi-
fication does not include—

(i) A modification required by the
terms of a right or restriction;

(ii) A discretionary modification of
an agreement conferring a right or re-
striction if the modification does not
change the right or restriction;

(iii) A modification of a capitaliza-
tion rate used with respect to a right
or restriction if the rate is modified in
a manner that bears a fixed relation-
ship to a specified market interest
rate; and

(iv) A modification that results in an
option price that more closely approxi-
mates fair market value.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. T dies in 1992 owning title to
Blackacre. In 1991, T and T’s child entered
into a lease with respect to Blackacre. At
the time the lease was entered into, the
terms of the lease were not comparable to
leases of similar property entered into
among unrelated parties. The lease is a re-
striction on the use of the property that is
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disregarded in valuing the property for Fed-
eral estate tax purposes.

Example 2. T and T’s child, C, each own 50
percent of the outstanding stock of X cor-
poration. T and C enter into an agreement in
1987 providing for the disposition of stock
held by the first to die at the time of death.
The agreement also provides certain restric-
tions with respect to lifetime transfers. In
1992, as permitted (but not required) under
the agreement, T transfers one-half of T’s
stock to T’s spouse, S. S becomes a party to
the agreement between T and C by reason of
the transfer. The transfer is the addition of
a family member to the right or restriction.
However, it is not a substantial modification
of the right or restriction because the added
family member would be assigned to a gen-
eration under section 2651 of the Internal
Revenue Code no lower than the generation
occupied by C.

Example 3. The facts are the same as in Ex-
ample 2. In 1993, the agreement is amended to
reflect a change in the company’s name and
a change of address for the company’s reg-
istered agent. These changes are not a sub-
stantial modification of the agreement con-
ferring the right or restriction because the
right or restriction has not changed.

[T.D. 8395, 57 FR 4273, Feb. 4, 1992]

§25.2703-2 Effective date.

Section 25.2703-1 applies to any right
or restriction created or substantially
modified after October 8, 1990, and is ef-
fective as of January 28, 1992. With re-
spect to transfers occurring prior to
January 28, 1992, and for purposes of de-
termining whether an event occurring
prior to January 28, 1992 constitutes a
substantial modification, taxpayers
may rely on any reasonable interpreta-
tion of the statutory provisions. For
these purposes, the provisions of the
proposed regulations and the final reg-
ulations are considered a reasonable in-
terpretation of the statutory provi-
sions.

[T.D. 8395, 57 FR 4274, Feb. 4, 1992]

§25.2704-1 Lapse of certain rights.

(a) Lapse treated as transfer—(1) In
general. The lapse of a voting right or a
liquidation right in a corporation or
partnership (an ‘“‘entity’’) is a transfer
by the individual directly or indirectly
holding the right immediately prior to
its lapse (the ‘‘holder’’) to the extent
provided in paragraphs (b) and (c) of
this section. This section applies only
if the entity is controlled by the holder
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and members of the holder’s family im-
mediately before and after the lapse.
The amount of the transfer is deter-
mined under paragraph (d) of this sec-
tion. If the lapse of a voting right or a
liquidation right occurs during the
holder’s lifetime, the lapse is a transfer
by gift. If the lapse occurs at the hold-
er’s death, the lapse is a transfer in-
cludible in the holder’s gross estate.

(2) Definitions. The following defini-
tions apply for purposes of this section.

(i) Control. Control has the meaning
given it in §25.2701-2(b)(5).

(i1) Member of the family. Member of
the family has the meaning given it in
§25.2702-2(a)(1).

(iii) Directly or indirectly held. An in-
terest is directly or indirectly held
only to the extent the value of the in-
terest would have been includible in
the gross estate of the individual if the
individual had died immediately prior
to the lapse.

(iv) Voting right. Voting right means
a right to vote with respect to any
matter of the entity. In the case of a
partnership, the right of a general
partner to participate in partnership
management is a voting right. The
right to compel the entity to acquire
all or a portion of the holder’s equity
interest in the entity by reason of ag-
gregate voting power is treated as a
liquidation right and is not treated as
a voting right.

(v) Liquidation 7right. Liquidation
right means a right or ability to com-
pel the entity to acquire all or a por-
tion of the holder’s equity interest in
the entity, including by reason of ag-
gregate voting power, whether or not
its exercise would result in the com-
plete liquidation of the entity.

(vi) Subordinate. Subordinate has the
meaning given it in §25.2701-3(a)(2)(iii).

(3) Certain temporary lapses. If a
lapsed right may be restored only upon
the occurrence of a future event not
within the control of the holder or
members of the holder’s family, the
lapse is deemed to occur at the time
the lapse becomes permanent with re-
spect to the holder, i.e. either by a
transfer of the interest or otherwise.

(4) Source of right or lapse. A voting
right or a liquidation right may be con-
ferred by and may lapse by reason of a
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